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The myth of the entrepreneurial economy: 
Employment and innovation in small firms 
 
Over the last three decades, modern capitalist economies have experienced significant 
changes in the structure of industry, the nature of production and the organisation of 
work. There has been a decline in traditional industries such as manufacturing, 
construction and mining and a growth in social, personal, financial and commercial 
services, as well as a stabilisation or decline in public employment (Ebbinghaus and 
Visser 1999: 141-142). Technological changes have transformed production in modern 
economies by expanding the possibilities for flexible and decentralised production 
techniques. There has been an associated increase in the role of knowledge and the 
importance of product and process innovation. A set of strategies for managing the 
workforce has emerged in response to perceived changes in the structure of industry and 
the organisation of production including ‘reengineering’ and ‘de-layering’, which are 
thought to reflect the increased need for worker participation and autonomy in the new 
production regime.  
 
Audretsch and Thurik (1997) have represented these changes as a shift from a ‘managed’ 
to an ‘entrepreneurial’ economy. In Audretsch and Thurik’s conceptualisation of the 
entrepreneurial economy, there is an emphasis on individual motivation, new ideas and 
risk taking, which render small flexible enterprises critical to economic success. In the 
entrepreneurial economy, flexibility and innovation are more important than stability and 
control. This view suggests that it is through entrepreneurial initiative that contemporary 
economic problems associated with structural change (including unemployment and 
industrial stagnation) will be addressed. As a result, national policy regimes must change 
in response to the shift to the entrepreneurial economy so that they reinstate incentives 
and rewards for innovation and risk taking. This view suggests that the post-war model of 
economic management in which the state sought to manage structural outcomes through 
centralised policy processes is no longer appropriate.  
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Similar arguments have been directed at policy makers throughout the advanced 
economies, particularly in Europe and Japan, where rigid labour markets restricting the 
dismissal of unwanted labour and requiring high wages and social compensation and 
centralised government regulation are seen as discouraging entrepreneurs and 
entrepreneurial activities relative to businesses operating in the more deregulated 
environments of the UK and USA. The flexible and cost competitive economic 
environments of the UK and USA are seen as facilitating entrepreneurial activities 
(Herbig, Golden & Dunphy 1994).  
 
It is because the entrepreneurial economy is painted in a positive light that there has been 
a strong policy imperative to encourage entrepreneurship. Entrepreneurial activity is 
understood to be concentrated in small firms, which have been presented in the business 
pages as utilising more progressive employment practices, employing the new managerial 
philosophies of empowerment and worker autonomy and engaging in highly innovative 
and rewarding production activities. While much of the literature on small firms is 
relatively cautious in its claims regarding the quality of employment practices and 
conditions of work in small enterprises, this caution is sometimes cast aside in favour of 
grandiose statements about the superiority of small over large firms.  
 
Entrepreneurship, innovation and new ventures provide the fuel for the engine of 
the modern economy... Small firms (new ventures) produce two-and-a-half times 
as many innovations as large firms per employee...Small, new businesses have 
been the main driving force for the economic growth of the 1980s, contributing 
virtually all the new jobs born during that decade (Herbig, Goden & Dunphy 
1994: 37). 
 
Claims of this kind originated with the work of David Birch, who declared that small 
firms created most new jobs in the United States (Birch 1987). This sentiment has 
encouraged policy makers to provide preferences for small business, as indicated in the 
1993 State of the Union Address by President Bill Clinton in which he justified a major 
policy announcement in support of small business on the basis that 'small business has 
created such a high percentage of all the new jobs in our nation over the last 10 or 15 
years'.  
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This paper evaluates the benefits of the entrepreneurial economy by reference to available 
data and international research evidence on employment generation, conditions of work 
and innovation in small enterprises in a range of OECD countries1. The paper concludes 
that small enterprises cannot be regarded as superior to large firms in any general sense 
because most small firms are not innovative, do not contribute to employment growth and 
do not engage in progressive employment practices. Further, economies in which small 
enterprises account for a large employment share do not necessarily demonstrate superior 
economic outcomes in terms of unemployment or industrial competitiveness. The data 
suggest that a more cautious approach to the entrepreneurial economy is required because 
the concept of the entrepreneurial economy is closer to a myth than a reality in key 
capitalist economies. 
 
SMEs and employment growth 
 
It is not uncommon for national governments and the business pages to report that small 
enterprises create most new jobs: 
 
What do Bill Clinton, George Bush and Bob Dole have in common? All have 
uttered one of the most enduring homilies in American political discourse: That 
small businesses create most of the nation’s jobs (Susan Dentzer in Davis et al. 
1996: 298). 
 
OECD and ILO data indicate that a significant portion of total job growth in the six 
countries examined in this paper is attributable to SMEs2. Table 1 shows that for the 
years for which data is available, firms with fewer than 100 employees accounted for 
over 50 percent of employment growth in Australia, France, Germany and the UK. A 
different picture exists for the United States, where small firms accounted for only 11.3 
                                                 
1 Data on small and medium sized enterprises is difficult to obtain and therefore the range of countries for 
which data is presented varies according to availability. Data covers Australia, France, Germany, Sweden, 
UK, USA where possible. 
2 The definition of small enterprises varies across countries, and often between industry sectors. Rather than 
adopting a single definition of small enterprises (which would not be possible given the constraints of the 
data), the tables in this paper make clear the size category of firms to which reference is being made. 
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percent of employment growth in 1988-1991, which is a significantly lower contribution 
than for the period 1977-1991 as a whole, in which small firms were responsible for 33.7 
percent of employment growth. In fact small enterprises in France, the UK, and to a 
lesser extent Australia, also made a smaller contribution to employment growth in the 
most recent years for which data is available compared with earlier periods. Further, if 
data on employment growth are interpreted with reference to data on employment share 
(see below), then the contribution of SMEs is not exceptional – it is about proportionate 
to their employment share in Australia and Germany and less than their employment 
share in the USA.  
 
Insert Table 1 here 
 
Table 2 shows that the importance of small enterprises for employment is quite different 
cross-nationally. In the most recent year for which data is available, the share of 
employment of firms with fewer than 20 employees ranged from just over 24 percent in 
Sweden and the USA to 36.6 percent in Australia. In the most recent year for which data 
is available, firms with fewer than 100 employees accounted for around 40 to 60 percent 
of employment across the six countries. If Tables 1 and 2 are interpreted in combination, 
it becomes much less surprising that SMEs account for 58.7 and 64.0 percent of new jobs 
in Germany and Australia respectively (Table 1) because they account for 44.6 and 59.2 
percent of employment in Germany and Australia respectively (Table 2). Although SMEs 
account for a significantly higher proportion of employment growth than can be 
attributed to their employment share in France and the UK, they account for a lower 
proportion of employment growth than employment share in the USA. 
 
Insert Table 2 about here 
 
Job generation studies provide further evidence of the contribution of SMEs to 
employment. Job generation studies are firm level longitudinal studies of employment. 
Often the most dramatic claims in support of SMEs are drawn from statistics on job 
generation reported in job generation studies. Early job generation studies tended to 
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exaggerate the contribution of SMEs to job creation because their analysis inadequately 
accounted for the impact of job creation and destruction, firm births and deaths and 
movements of firms between size categories. More recent job generation studies suggest 
that when job destruction is taken into account, the contribution of SMEs to net job 
growth is not significant. Net job creation rates in the manufacturing industry in Germany 
have been found to be unrelated to firm size. Small firms are responsible for both the 
creation and destruction of a large proportion of all jobs (Wagner 1995: 474). 
Longitudinal data on job creation in US manufacturing plants indicates that while small 
firms are responsible for very high job creation rates they also exhibit high job 
destruction rates so that their contribution to net job creation is not significant relative to 
size (Davis et al. 1996: 298-299).  
 
While it is often assumed that small firms will create employment as they grow into large 
firms, longitudinal job generation studies in Europe indicate that very few firms in the 
very small category (up to 20 employees) grow to employ more than 20 employees. It is a 
very small number of extremely successful firms that grow and are responsible for a large 
proportion of the total increase in employment in SMEs (Loveman and Sengenberger 
1991: 18-19). In Australia, the proportion of businesses reporting that they are increasing 
employment does not differ by size category (ABS 1997). In Sweden, around 60 percent 
of small enterprises do not employ anyone other than the owner and only 10-15 percent 
of small enterprises are growing (NUTEK 1996: 1). Estimates from the USA suggest that 
around 10 percent of small firms are responsible for 75 percent of net new jobs created in 
small firms in the USA since 1975 (Australian Industry Commission 1997: 29).  
 
Employment conditions in SMEs 
 
As explained above, one of the reasons policy makers support SMEs is because of the 
view that SMEs utilise more progressive employment practices. There is significant 
evidence on wages, union density, casualisation and training to contradict the view that 
SMEs generate high quality employment or adopt more progressive work practices. 
Evidence on wage levels in firms of different sizes indicates that on average, wages tend 
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to be lower in small firms (Table 3). The largest wage gap between small and large firms 
exists in the USA where employees in small firms (less than 100 employees) earn just 
over half the wages of employees in large firms (more than 500 employees). In contrast, 
in Germany, the wage differential between small and large firms is quite small. These 
data do not take into account non-wage compensation to employees, which might reveal a 
higher gap between small and large enterprises. Data on the wages of employees in small 
and large firms in Australia indicate that employees in large firms have higher average 
weekly earnings. Data on Australia show that in 1994, the average weekly earnings of 
employees in firms with between 1 and 20 employees were 80.7 percent of the average 
weekly earnings of employees in firms with more than 100 employees. In Australia, the 
gap between earnings in large and small firms is widening over time. These data indicate 
that on average, employees in small firms earn less than employees in large firms, 
although the extent of the differential varies significantly between countries. 
 
Insert Table 3 about here 
 
The 1997 Weekly Earnings of Employees (Distribution) of Australia (WEEDA) survey 
showed that in Australia, the level of casual employment in small firms was much higher 
than in large firms. Casual employment accounted for 40 percent of jobs in firms with 
fewer than 10 employees but only 15 percent of jobs in firms employing more than 100 
persons. The WEEDA survey also showed that union density was much lower in small 
firms and was declining at a faster rate than in larger firms (Australian Industry 
Commission 1997: 137).  
 
These data indicate that SMEs as a generic category are not characterised by higher 
quality employment than large firms. A further indicator of the quality of employment in 
SMEs is the level of job insecurity. There is a high level of insecurity of employment in 
small firms because of the high failure rates of SMEs in their initial stages (Davis et al. 
1996: 310-312). OECD data indicate that in all countries for which data is available, 
around 40 to 50 percent of all new firms cease to exist within 3 to 4 years of 
establishment (Table 4). 
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Insert Table 4 about here 
 
Adding to poor employment conditions in SMEs are the many examples of SMEs 
seeking to avoid employment regulation and seeking exemptions from labour standards 
and wage provisions in pursuit of cost competitiveness (Lane 1995: 111; Loveman and 
Sengenberger 1991: 23). The most notorious example from the Australian context is the 
insistence by the small business community that they should be exempt from Australia’s 
unfair dismissal laws. There is also evidence that employees in small firms work longer 
hours than employees in larger firms, and small firms appear to invest less in training 
than do large firms (Loveman and Sengenberger 1991: 23). The data indicate that on 
average, the quality of employment is lower in small firms. 
 
Innovation and SMEs 
 
One of the most important reasons for the increased emphasis on SMEs in public policy 
debate is the perception that SMEs make an important contribution to innovation through 
the design of new products and processes in response to market needs. The literature on 
small enterprise innovation draws heavily on Schumpeter’s depiction of the central role 
of the entrepreneur in the process of ‘creative destruction’, whereby the economic system 
is transformed from within and new cycles in economic life emerge in which new 
industries and markets replace old industries and markets. Thus, at a time when 
technological development and structural economic change are occurring at a rapid pace, 
small firm innovation is seen to be critically important because empirical evidence, 
although not undisputed, indicates that SMEs are important in radical innovations in new 
industries (Carlsson 1996).  
 
Evidence of the role of SMEs in both invention and commercialisation of new 
technologies is inconclusive. Some research indicates that less than five percent of small 
firms (<200 employees) undertake formal research and development expenditure, an 
important input in the innovation process. It therefore seems that a smaller proportion of 
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small firms than large firms contributes to a nation’s R&D expenditure (Freeman and 
Soete 1997: 228). However, there is evidence to suggest that those small firms that do 
engage in R&D do so at a high level of intensity and with higher productivity than large 
firms. The few small firms that do engage in research and development do so at very high 
levels relative to their employment share or sales. High productivity in small firm 
innovation is particularly apparent in highly innovative and low capital intensity 
industries, where small firms’ innovative output relative to input appears to be higher 
than for large firms (Nooteboom 1994: 338).   
 
Small firms are generally regarded as making the most significant contribution to radical 
innovations that involve new technological trajectories and depend on significant changes 
in a firm or its personnel. In contrast, large firms make the most significant contribution 
to innovation in medium technology industries such as engineering, machine tools and 
chemicals. Large firms are viewed as relatively successful at incremental innovations, 
particularly in high quality products (Carlsson 1996: 275-276; Matraves 1997: 37-52; 
Soskice 1997: 75). Nooteboom (1994: 344) has shown that large firms are generally more 
successful in basic innovations, while small firms appear to be more successful at 
translating those basic innovations into commercial applications through ‘technology-
product-market combinations’. As the life cycle of a product progresses and economies 
of scale and price competition become increasingly important, the role of large firms in 
innovation becomes more significant. At the same time, small firms remain important to 
innovation in niche markets.  
 
It also seems that the relative importance of small and large firms in the process of 
innovation varies between industries, with innovations in capital intensive industries or 
industries with high development costs being dominated by large firms. Small firms 
appear to play a more significant role in those industries where capital intensity, 
development costs and barriers to entry for new firms are all low (Freeman and Soete 
1997: 227-241). The literature on invention and innovation therefore indicates that 
neither small or large firms are more important – their role and contribution differs 
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according to the industry, the different stages of an industry life cycle and the nature of 
the innovation. 
 
SMEs and economic performance 
 
The data summarised in this paper suggest that most small firms are not innovative, their 
importance for net job creation is not disproportionate to their existing employment share 
in a number of countries and they are associated with low-wage and insecure 
employment with low rates of unionisation. The vast majority perform no research and 
development, has poor employment practices and is associated with job destruction 
through high failure rates. The research reported in this paper suggests that there is little 
evidence to support the promotion of SMEs as a general class of firms. This conclusion is 
further supported by data presented in Table 5 on the economic performance of the six 
countries analysed in this paper.  
 
The data in Table 5 indicate that countries in which small enterprises (< 100 employees) 
account for the largest share of total employment do not necessarily demonstrate superior 
performance in terms of innovation, industry structure or unemployment. First, Table 5 
shows that economies in which small enterprises account for a greater share of 
employment are not characterised by higher levels of private research and development 
expenditure (a proxy for innovation). Both the USA and Germany have higher private 
sector expenditure on research and development than Australia, France and the UK, even 
though small enterprises account for a greater share of employment in the latter three 
countries. Sweden, which is well known for its orientation towards large firms (Carlsson 
and Jacobsson 1997), also has high research and development expenditure. Second, 
although Australia, France and the UK have higher employment shares in small 
enterprises, the value of exports in high technology goods as a percent of GDP is greater 
in Sweden than in all three countries and greater in Germany than in Australia and 
France. Australia, which has the highest proportion of employment in small enterprises, 
has the smallest high technology export sector of all the countries. Third, there appears to 
be no relationship between unemployment and the employment share of SMEs. Of the 
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two countries with the highest level of unemployment in 1996 (France and Sweden), one 
has a high share of employment in small enterprises (France) and the other is its 
orientation towards large firms (Sweden) (Carlsson and Jacobsson 1997).  
 
These data indicate that there is no clear relationship between the size distribution of 
firms in an economy and the level of innovation, the structure of export industries or the 
level of unemployment. The presence of a large employment share in SMEs within an 
economy does not of itself guarantee economic success. This aggregate data does not 
provide evidence of the contribution of individual SMEs, it simply indicates that 
economies in which small enterprises account for a larger share of employment do not 
necessarily demonstrate superior economic performance.  
 
Insert Table 5 about here 
 
Conclusion 
 
The conclusion to be drawn from the evidence presented in this paper is that small 
enterprises cannot be regarded as superior to large firms in any general sense. On 
average, employees in large firms have greater job security, higher pay, better training 
and higher levels of unionisation than employees in small firms. Further, most small 
firms are not innovative and do not contribute to net employment growth.  
 
The evidence presented in this paper also indicates that superior economic outcomes are 
not associated with the size distribution of the firms in an economy. This may be partly 
explained by the fact that the growth in employment in small firms is often attributable to 
'push factors' including outsourcing and downsizing in large firms and the changing 
sectoral composition of employment, rather than 'pull factors' associated with the superior 
dynamism of small firms. The growth of employment in SMEs is not necessarily linked 
to the positive goal of responding to market needs or introducing a new product into the 
market.  
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There would appear to be little empirical evidence to justify the adoption of policies 
designed to promote small firms as a generic class. Political support for small business 
and entrepreneurship, especially to the extent that it involves deregulatory policy 
measures, should therefore be understood as a component of the broader trend in 
advanced capitalist economies to encourage more individualistic economic and 
employment relations.  The argument that economic success depends on risk, change, 
flexibility and small business entrepreneurialism has justified the introduction of a range 
of neo-liberal policy measures. Most of these measures are designed to liberalise 
economic relations including taxation reform, the removal of administrative impositions 
on the private sector and labour market deregulation. Policy recommendations designed 
to promote SMEs prioritise market principles in capitalist economies, which reward 
individual initiative and high-risk activities.  
It is clear that the entrepreneurial spirit is much more prevalent in the United 
States than in most European countries and Japan … Impediments to 
entrepreneurship – such as taxes, regulations and other unfavourable conditions – 
tend to dry up the supply of entrepreneurs. (Herbig, Golden & Dunphy 1994: 39). 
 
Support for small firms has therefore justified a range of policy measures that are 
typically associated with a neo-liberal policy ascendancy. Support for entrepreneurialism, 
risk and small firms is also a characteristic of the Third Way which has similarly praised 
the benefits of the entrepreneurial spirit (Giddens 2000: 74-75). The celebration of 
entrepreneurialism emerges more from an ideological concern with restrictions on 
individual and market freedoms than an understanding of the factors contributing to 
employment generation and innovation in modern economies.  
 
A long term consequence of these policy developments may well be the generation of 
low quality employment in small firms with no future in sectors of the economy which 
contribute little to long term economic prosperity. This will also pose challenges to trade 
unions as union density and collective bargaining coverage are significantly lower in 
small firms. The more stable and regular forms of work associated with large firm 
employment will be eroded in favour of less secure employment and unusual work time 
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arrangements. These are characteristics of employment in the vast majority of small 
firms.  
 
The ideological orientation of small firm policy is best highlighted by the fact that neo-
liberal policy measures are oriented to (the vast major of) small firms which are engaged 
in low quality activity and generate low quality employment. The very small number of 
dynamic small enterprises which may be important for long term economic prosperity 
would need to be encouraged by an entirely different set of economic policies, which 
would involve measures designed to encourage non-market relationships and the 
coordination of economic behaviour. Highly innovative and export oriented small firms 
are embedded in close relationships with either large firms or other small firms, in order 
to compensate for their limited economic and financial resources (Zeitlin 1995). These 
firms do not depend on labour market flexibility and low costs for survival because their 
competitiveness is based on quality, skills and technology or linkages with customers and 
suppliers, trade associations, universities, public research institutes and vocational 
training bodies (Porter 1997). However, the promotion of these dynamic small firms 
would seem unlikely to eventuate because it would result in an economic environment 
inconsistent with the prioritisation of individualistic, ad-hoc market relations which are 
favoured by neo-liberal philosophy. 
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Table 1: Contribution to total increase in private employment 
Percentages 
 
  
 Firms < 100 
employees 
Firms > 100 
employees 
 
 
France 
 
 
1979-1990 
 
 
137.4 
 
 
-37.4 
 1985-1990 98.8 1.2 
 
 
 
 
Germany 
 
 
1970-1990 
 
 
53.1 
 
 
46.9 
 1985-1990 58.7 41.3 
 
 
 
 
Australia 
 
 
1983-1995 
 
 
65.1 
 
 
34.9 
 1991-1995 64.0 36.0 
 
 
 
 
USA 
 
 
1977-1991 
 
 
33.7 
 
 
66.3 
 1988-1991 11.3 88.7 
 
 
 
 
UK 
 
 
1976-1991 
 
 
87.9 
 
 
12.1 
 1986-1991 76.2 23.8 
 
 
 
Source: OECD and ILO data reported in Australian Industry Commission (1997: 141), 
Table D.1. 
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Table 2: Employment by Size of Enterprise 
Percentages 
 
 
  1-19 20-99 1-99 100-499 500+ 
France 1990 29.11 21.0 50.1 16.2 33.7 
Germany 1990 25.9 18.7 44.6 18.2 37.2 
Sweden 1988 24.4 - -  - 
Australia 1992 36.6 22.6 59.2 40.82 - 
UK 1991 33.01 16.1 49.1 17.2 33.8 
USAa 1990 24.6 18.8 43.4 13.5 43.1 
1Firm size 0-19 
2Firm size 100+ 
aData refer to establishments which are classified by the size of the owning firm. 
Source: OECD (1994: 124) Table 3.11. 
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Table 3: Average wages by enterprise and establishment size 
Percentage of wages in largest employment size group 
 
 
Country Year Enterprise and establishment size 
 
 
 
 
 
 
 
 
10-99 
 
 
 
 
100-499 
 
 
500+ 
 
 
 
Francea 1978 83 86 100  
Germanyb 1978 90 92 100  
UK 1986 831 93 100  
USAc 1983 571 74 100  
 
 
 
 
 
 
 
 
1-20 
 
 
 
 
20-49 
 
 
 
 
50-99 
 
 
 
 
100+ 
 
 
 
Australia 
 
1994 
 
80.7 
 
91.2 
 
94.5 
 
100.0 
 1987 83.1 90.2 94.9 100.0 
 
 
1 1-99 employees. 
aHourly pay, manual manufacturing workers. 
bHourly pay, male manufacturing workers. 
cUsual weekly earnings for wage and salary earners in private non-agricultural sector. 
Source: Adapted from Australian Industry Commission (1997) Table F.1, p. 161 and 
Loveman and Sengenberger (1991: 19-20) Table VIII. 
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Table 4: Percentage of firms survivinga 
 
 
 
 
 France 
1985-1990 
Germany 
1982-1987 
Sweden 
1988-1991 
United States 
(1976-1978) 
- (1984-1986) 
Birth 100 100 100 100 
1 Year 84 86   
2 Year 72 77  76 
3 Year 61 68 66  
4 Year 55 64  48 
5 Year 49 60   
6 Year    38 
aNumber of firms still present in a given year, as a percentage of the total number of new 
firms at the starting date. 
Source: OECD (1994: 121) Table 3.10. 
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Table 5: Performance 
Structure of Export Industries 
% GDP (1994)b 
 
 
 Employment 
Share of Firms  
1-99 Employeesa 
High Tech. Medium Tech. Low Tech. 
Business R&D 
Expenditure % 
GDPc 
 
 
Unemploymentd 
1996 
France 50.1 
(1990) 
3.97 
(24.2) 
6.81 
(41.5) 
5.50 
(33.6) 
1.43 
(1996) 
12.4 
Germany 44.6 
(1990) 
4.78 
(21.7) 
11.36 
(51.5) 
5.52 
(25.0) 
1.52 
(1997) 
8.9 
Sweden - 6.83 
(22.6) 
11.65 
(38.5) 
11.35 
(37.5) 
2.67 
(1995) 
10.0 
Australia 59.2 
(1992) 
1.19 
(16.1) 
2.24 
(30.3) 
4.03 
(54.5) 
0.87 
(1995) 
8.6 
UK 49.1 
(1991) 
5.55 
(30.6) 
7.20 
(39.7) 
4.64 
(25.6) 
1.26 
(1996) 
8.2 
USA 43.4 
(1990) 
2.39 
(36.9) 
2.60 
(40.2) 
1.45 
(22.4) 
1.96 
(1997) 
5.4 
aSee Table 2. Year is in parantheses. 
bOECD, STAN Database for Industrial Analysis, 1996. Data in parentheses are percentage of total. 
cOECD, Main Science and Technology Indicators, 1998. Year is in parantheses. 
dOECD, Economic Outlook,1997, No. 62. 
 
 
 
